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Why GAO Did This Study 

In 1993, Congress authorized the 
William D. Ford Federal Direct 
Loan Program as an alternative to 
the Federal Family Education Loan 
Program (FFELP). While the Direct 
Loan Program was originally 
mandated to replace FFELP, 
Congress revised the law allowing 
both loan programs to continue. 
Since that time, competition 
between the programs has been 
credited with improving borrower 
benefits and service for schools. 

The Department of Education’s 
(Education) Office of Federal 
Student Aid (FSA) and its 
contractors administer the Direct 
Loan Program, and one of its goals 
is to improve customer service. In 
light of the upcoming 
reauthorization of the Higher 
Education Act (HEA), which 
authorizes the loan programs, this 
report examines the extent to 
which schools participate in the 
Direct Loan Program, factors that 
influenced schools’ decision to 
begin— and for some schools end — 
participation, and steps that FSA 
has taken to increase the user- 
friendliness of the program. 



What GAO Recommends 



Congress should consider 
clarifying whether Education may 
regulate the fees charged to 
borrowers under the Direct Loan 
Program. 

We are also recommending that 
FSA collect information from 
schools that could be used to make 
improvements to the Direct Loan 
Program. Education agreed with 
our recommendation. 

www.gao.gov/cgi-bin/getrpt7GAO-04-107. 

To view the full product, Including the scope 
and methodology, click on the link above. 

jre information, contact Cornelia Ashby 

ERJO 1 2 8403 



What GAO Found 

Of schools that provided federal loans in every year since 1994-95, 
approximately 1,200 postsecondary schools — or 29 percent — have provided 
loans through the Direct Loan Program, and most continued to participate in 
school year 2001-02. The Direct Loan Program’s share of total new loan volume 
has steadily decreased from its peak of 34 percent in 1998-99 to 28 percent in 
2001-02, and the number of schools that have joined the program is much 
smaller than the number of school that have stopped participating. 

Four factors — (1) streamlined loan delivery, (2) greater control over loan 
processes, (3) timely delivery of money to students, and (4) ease of tracking 
loans over time — were extremely or very important in influencing schools’ 
decision to participate in the Direct Loan Program. Schools that joined and 
subsequently left the Direct Loan Program reported a number of factors that 
influenced their decision, including difficulties fulfilling certain program 
requirements and reduced or no loan origination fees offered by FFELP lenders. 
Education has reduced origination fees for Direct Loan borrowers, but its 
regulatory authority to do so has been challenged. FSA does not systematically 
collect information from schools about the reasons why they stop participating 
in the Direct Loan Program, although this information could be used to identify 
needed program improvements. 

FSA has taken a number of steps to increase the user-friendliness of the 
program, such as using Web sites to disseminate and collect information and 
forms. Many Direct Loan schools reported that FSA’s Web sites are effective in 
helping them administer the program and have simplified the process for Direct 
Loan borrowers, but it is challenging to navigate among multiple Web sites. FSA 
officials are aware of schools’ concerns and are developing a plan to redesign its 
Web sites. FSA has also implemented a new information system that originates 
and disburses Direct Loans to students faster, and 72 percent of Direct Loan 
schools were generally or very satisfied with this system. 



Schools Join the Direct Loan Program for its Streamlined Process 




Students Apply 
for Loans 

Students submit loan 
applications and fulfil! 
other program 
requirements. 



Schools Administer 
the Program 

Schools verify students' eligibility, 
submit students’ information to 
FSA’s loan origination and 
disbursement contractor, and 
disburse funds to students. 
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FSA Delivers and 
Services Loans 

FSA, through Its 
contractor, delivers funds, 
collects payments from 
borrowers, and provides 
other repayment services. 



Source: GAO analysis. 
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November 20, 2003 

The Honorable Edward M. Kennedy 
Ranking Minority Member 

Committee on Health, Education, Labor, and Pensions 
United States Senate 

Dear Senator Kennedy: 

In 1993, Congress authorized the William D. Ford Federal Direct Loan 
Program (Direct Loan Program) as an alternative to the Federal Family 
Education Loan Program (FFELP). The original legislation authorizing the 
Direct Loan Program specified that it would gradually expand and replace 
FFELP, but in 1998 Congress removed those provisions. In the ensuing 
years, competition between the two loan programs has been credited with 
improving service for schools and benefits for borrowers. Postsecondary 
schools may participate in one or both loan programs. Regardless of which 
program schools use, students and families are eligible for the same types 
of loans. In school year 2002-03, students and their families borrowed an 
estimated $12 billion in new loans through the Direct Loan Program and 
$30 billion through FFELP. 

The federal government’s role in financing and administering these two 
loan programs differs significantly. Under FFELP, private lenders, such as 
banks, provide loan capital and the federal government guarantees FFELP 
lenders a minimum rate of return on the loans they make and repayment if 
borrowers default. 1 Additionally, state-designated guaranty agencies 
perform a variety of administrative functions in FFELP. Under the Direct 
Loan Program, federal funds are used as loan capital and are provided 
through participating schools. The Department of Education’s Office of 
Federal Student Aid (FSA) and its private-sector contractors jointly 
administer the program. FSA is responsible for delivering funds to schools 
that provide Direct Loans, monitoring its contracts, and facilitating 
interactions between schools providing Direct Loans and the contractors. 
In 1998, Congress established FSA as a performance-based organization 



‘For loans disbursed on or after October 1, 1998, the government pays 95 percent of the 
default costs plus certain administrative costs. The percentage of default costs paid by the 
federal government decreases if the guarantor’s default claims are high compared with the 
amount of loans in repayment. 
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with specific purposes, including improving customer service and the 
information systems FSA uses to administer student loan and other 
financial aid programs. 

As part of the upcoming reauthorization of the Higher Education Act 
(HEA), you asked us to review the status of the Direct Loan Program by 
answering the following questions: (1) To what extent have schools 
participated in the Direct Loan Program? (2) What factors influenced 
schools’ decision to participate in the Direct Loan Program, and if 
applicable, what factors influenced schools’ decision to stop participating? 
(3) What steps has FSA taken to increase the user-friendliness of the 
Direct Loan Program for schools and students? 

To address the first question, we analyzed data from three Education 
databases and identified schools that provided loans through either the 
Direct Loan Program or FFELP in each school year from 1994-95 to 
2001-02. To address the second question, we surveyed financial aid 
officials at schools that participated in the Direct Loan Program in 
2001-02, of whom 57 percent responded to our survey. 2 We also surveyed 
schools that had participated in the program for at least one school year 
from 1994-95 to 2000-01 but did not participate in 2001-02. Twenty-three 
percent of these schools responded to our survey, and because of their 
low response rate we do not provide estimates for this group. We 
conducted site visits and telephone interviews with 20 Direct Loan public 
and private, 4-year, 2-year, and less-than-2-year schools located in the 
Boston, New York, San Francisco, and Washington, D.C., metropolitan 
areas. These schools were selected on the basis of school type and loan 
volume. We also interviewed financial aid officials at three schools that 
had once participated in the Direct Loan Program but were no longer 
doing so. To learn about benefits available to borrowers, we reviewed the 
terms of loans provided through the Direct Loan Program as well as the 
terms of loans provided through selected FFELP lenders. To address the 
third question, we gathered information about schools’ experiences 
through our survey and site visits at Direct Loan schools. In addition, we 



Because of the large proportion of the total population of schools that responded to our 
survey and the result of our comparison of respondent- and nonrespondent-based 
estimates, we chose to include the survey results in our report and to project sample-based 
estimates for the total population of schools in our study population. Percentage estimates 
for Direct Loan schools are based on the “sample” and are subject to sampling error. 
Unless otherwise noted, we are 95 percent confident that the results we obtained are 
within +/- 6 percentage points of what we would have obtained if we had received 
responses from the entire population. See appendix I for more details. 
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interviewed FSA staff at headquarters and three regional offices. We also 
reviewed the Higher Education Act of 1965, as amended, and related 
regulations; contracts for FSA’s information systems; FSA planning 
documents; and FSA Web sites. We conducted our work from February 
through October 2003 in accordance with generally accepted government 
auditing standards. 



Results in Brief 



Of the schools that provided federal student loans in each year since 
1994-95, approximately 1,200 — or 29 percent — provided loans through the 
Direct Loan Program, and most of those schools continued to participate 
in the Direct Loan Program in school year 2001-02. In 2001-02, public 
4-year schools provided the largest share of Direct Loan volume, about 
$6.9 billion, or 67 percent, although roughly equal numbers of public 
4-year, private 4-year, 2-year, and less-than-2-year schools participated. 

The Direct Loan Program’s share of total new loan volume has steadily 
decreased from its peak of 34 percent in 1998-99 to 28 percent in 
2001-02. During this period, only 34 schools began participating in the 
program, while 166 schools have stopped. 

Similar factors influenced a large majority of schools’ decision to 
participate in the Direct Loan Program, whereas the factors that led 
schools to leave the program varied. Four factors — (1) streamlined loan 
delivery, (2) greater control over loan processes, (3) timely delivery of 
money to students, and (4) ease of tracking loans over time — were 
extremely or very important in influencing 70 percent of Direct Loan 
schools’ decision to participate in the program. While recognizing that 
improvements have since occurred in FFELP, financial aid officials at 
Direct Loan schools we visited explained that prior to joining the Direct 
Loan Program, they had to follow separate and distinct loan processes for 
each of the many FFELP lenders and guaranty agencies used by their 
students. In contrast, Direct Loan schools have only one lender — the 
federal government — and one process to follow. The factors that led many 
schools to end their participation in the Direct Loan Program varied. For 
example, some experienced difficulties meeting the Direct Loan Program 
requirement that they match the school’s loan records with the loan 
origination and disbursement contractor’s records and resolve any 
discrepancies. Other schools stopped participating because some FFELP 
lenders offered better loan terms for borrowers. For example, some 
FFELP lenders did not charge borrowers loan origination fees and offered 
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interest rate reductions that were unavailable to the schools’ students 
under the Direct Loan Program. 3 Education has reduced the origination 
fees for Direct Loan borrowers, but a coalition of FFELP lenders has 
challenged its regulatory authority to do so and the case is still pending in 
court. Financial aid officials at Direct Loan schools we visited expressed 
concern about the continued viability of the Direct Loan Program in light 
of FFELP lenders’ ability to offer more attractive terms to borrowers. The 
extent to which FFELP lenders will continue to offer such benefits is 
unknown. FSA does not systematically collect information from schools 
about the reasons why they stop participating in the Direct Loan Program, 
although this information could be used to identify needed program 
improvements. 

FSA has made the Direct Loan Program more user-friendly for schools and 
students by (1) using Web sites to disseminate and collect information and 
forms, (2) implementing a new information system that originates and 
disburses Direct Loans to students faster, and (3) providing staff in 
regional offices to assist Direct Loan schools. Direct Loan schools 
indicated that FSA’s Web sites are effective in helping them administer the 
program and have simplified the process for Direct Loan borrowers. For 
example, Direct Loan borrowers are able to complete and sign their loan 
applications online and view information about their loans when they 
enter repayment. Despite schools’ satisfaction with FSA’s Web sites, they 
reported that it is challenging to navigate among multiple Web sites. FSA 
officials stated that they are aware of the challenges facing schools and are 
in the early stages of redesigning their Web sites. Seventy-two percent of 
Direct Loan schools were generally or very satisfied with FSA’s new 
information system, which originates and disburses loans faster. However, 
many schools commented that customer service representatives — 
contractors hired to provide technical assistance to schools — do not know 
all of the Direct Loan Program’s requirements and thus are typically 
unable to answer their questions. FSA officials reported that they are 
taking steps to address this issue, such as temporarily reassigning FSA 
staff to answer telephone inquiries. More than three-quarters of Direct 
Loan schools were very or generally satisfied with the quality of service 
provided by the regional office staff. Direct Loan schools commented that 
training provided by the regional office staff helped them administer the 
program. 



3 Although FFELP lenders did not charge fees to borrowers, they still paid the loan 
origination fees to the federal government. 
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In this report we are suggesting that Congress consider clarifying whether 
Education may regulate loan origination fees charged to borrowers under 
the Direct Loan Program. In addition, we are recommending that FSA’s 
Chief Operating Officer take actions to collect information from schools 
that have left the Direct Loan Program about the factors that influenced 
this decision, information that could be used to make improvements to the 
Direct Loan Program, thereby helping FSA meet its goal of improving 
customer service. 

We provided Education with a copy of our draft report for review and 
comment. In written comments on our draft report, Education generally 
agreed with our reported findings and recommendation. Education’s 
written comments appear in appendix II. Education also provided 
technical clarification, which we incorporated where appropriate. 



Background 



Title IV of HEA authorizes federal student aid programs, including the 
Direct Loan Program and FFELP. FFELP originated in the HEA of 1965, 
while the Direct Loan Program was created in 1993. Originally, the Direct 
Loan Program was expected to replace FFELP over a 5-year period with 
the amount of loans provided through the Direct Loan Program rising from 
5 percent in 1994-95 to 60 percent in 1998-99. In reauthorizing HEA in 
1998, Congress removed the provisions that called for the phase-in of the 
program, thus keeping two federal loan programs. In the ensuing years, 
competition between the two loan programs has been credited with 
improving service to schools and benefits for borrowers. 

Under the Direct Loan Program, students and families borrow through one 
lender— the federal government — which also provides repayment services 
to borrowers. In contrast, students and families can borrow through 
thousands of FFELP lenders, who may or may not continue to provide 
repayment services to students and families. FFELP lenders may receive a 
subsidy, called a special allowance payment, from the federal government 
to ensure that they receive a guaranteed rate of return on the student loans 
they make. Additionally, under FFELP, state-designated guaranty agencies 
perform a variety of administrative functions and guarantee payment to 
lenders if borrowers fail to repay their loans; the federal government 
subsequently reimburses guaranty agencies for these payments to lenders. 



Borrower and School Both the Direct Loan Program and F FELP offer the same loans to students 

Benefits and their families: unsubsidized and subsidized Stafford and PLUS loans, 

but the loan origination fees and repayment options can differ under each 
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